Draft Interim Report- Treasury Bond Issue on 27,02.2015 



Prepared on 2S. 0(k201< at *.4S P.m. 



On the 19* of May, 201 5 Hon. Dinesh Gunawardena brought to the notice of the Committee 
on Parliamentary Business that a Motion signed by Hon. Prof. G.L Pciris and several other 
Members of Parliament regarding the Governor of the Central Bank of Sri Lanka was 
submitted which was to be included in the Order Book of Parliament and a debate on this 
V inn be conducted as an important and urgent Motion. Thua the Motion was entered in the 
Order Book of Parliament 14(1) of 08.05.2015 as an unj^plotion. It was the position of 
the Hon. Speaker that the Motion be submitted regardiq^fcpvemor of the Central Bank of 
Sri Lanka (CBSL) to the Committee on Public Ent^riie^COPE) and allow it to be 
appropriately investigated by a Sub Committee appointed by the Hmhniiii of the Committee 
and that arrangements must be made for a report to be submitted to^^ament in this regard 
within two weeks. 1 
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preliminary discussion on 22 nd May 2015 at 3.00 p.m. on the Chairmanship of Hon Dl W 
Gunasekara and the future programme hod been laid out. The Committee obtained the advice 
of Dr. W.A. Wijcwardcna ( a former Deputy Governor of the Central Bank) who is an expert 
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in the field and Mr. Lionel Fernando, Attorncy-ut -Law, Legal Advisor to the Chairman, 
Hon. DEW Gunasckara The deliberations had been conducted on 26 th May 2015 onwards. 
The Committee had invited Dr. W.A Wijcwardcna, former Deputy Governor of the Central 
Bank, and obtained certain clarifications and he had elucidated the Committee on the issue of 
Treasury Bonds of the Central Bank at the discussion held on 26* May 201 5. 

The following witnesses were summoned before the Committee during the period of 29* 
May, 201 5 to 23* June 201 5 and oral evidences, documentary evidences as well as the audio 
evidences were examined. 



Summoned 
Date 



26 05:015 



29.05.2015 



Name, Position and 



Dr. JULS. Samarathunga the Secretary 



Dr. M SI). Ranasiri, Director General of 



Mr Ronald C. Pcrcra,P.C. 



Mr J I3.K- Dharrnapala. Chic 



Mrs, ILL. Muthugala, Actg. S 



Dr. M. Z.M. Azim, Addl. S 




Monetary Board and the Asst. 




Mr 

Ltd. 

Mr H M A Jayasmghc, Partner. 




mcst & Young Company Ltd. 



era. Senior Manager. Earnest & Young Company 



Former Asst. General Manager. Bank of Ceylon 



Ch 



in, National Savings Bank 



era! Manager, National Savings Bank 



Head of Treasury, National Savings Bank 



Mr. D.L.P. Abcysinghc, Dealer, National Savings Bank 



Mrs. B.P.J Gunasekara, Deputy General Managcr/CEO, Fund Management 

Company 



Mr Niha! Jayamannc, PC, Chairman, Scylan Bank 



Mr. Somadasa Palihawadana, Chief Dealer, Seylan Bank 
Mr. N. Wasantha Kumar, General Manager. People's Bank 
Mr C live Fonscka, Head of Treasury, People's Bank 
Mr. R.A.A. Jayalath, Superintendent, Employees Provident Fund 
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Mr* M.S.K. Dharmawardcna, Addl Superintendent, Employees Provident 
Fund ' 




Mr JDS J. Nanayakkara, Deputy Superintendent, Employees Provident Fund 




Mr S. Pathurruwapan, Asst. Superintendent, Employees Provident Fund 




Mr K in Pahscna, ( hicf "Executive Officer, Perpetual 1 rc.tsuncs <JM I ! M 




Mr Hum Nisharrtha. Marketing Manager* Perpetual Treasuries (Pvt) Ltd 


05.06.2015 


Mr BJXW.A- Silva, Deputy Governor, CBSL 


09.06.2015 


Mr. P. Samarasiri. Deputy Governor, CBSL 

Mrs. ( MD.N.K. Seneviratne. Superintendent, Public Debt Department, 
CBSL 




Dr. M /..M. Azim, Addl. Superintendent, PyflfeDebt Dept, CBSL 


10.06.2015 


Mr D LP. Abcysinghc, Executive Offia^l^^vernmcnt Securities Dealing, 
National Savings Bank 


10.06.2015 


Mr. W.M.R.B. Wcerakoon, §gnior Manager (Dealings), NSB Fund 
Management Co. Ltd. 




Mr K.avmda Mcwan vj u na waraQga, senior i raaer ivaics, noDt 




Mr D N R. Siriwardcna, RegistiS^geTal^Companies 


11.06.2015 


Mr Ajith Nivard Cabral, Former Gov^ufflfesL 


17.06.2015 


Mr. JJC.D. Dhanrurmto, Former Chief cMtr, Bank of Ceylon 




Mr. N.K. Dahanayake, CFO, NSB Fund MaMbement Co. Ltd. 




\!r \ A (,KO N;mav.ikkitri r Director. Fiimj^ .Sector rUsearcKCB|H 




'N. Wcciiainghe. iVpiJtv i lovcruor, < lisi 


18.06.2015 


Mr D N.R Smwaxdena, Registrar General of Companies 

Mr. Aijun JokpIi Aloysius. Director. Free Lanka Trading Co. Pvt Ltd., 

Mr An una \fahcnJran, Governor. CBSl 




Mr* M S M P Famand^ Sector Manager. Public Debt Department Central 
Bank of Sri Lanka 


23.06 2015 


Mr An una Mahendran. Governor, CBSL 



On 27 February 2015 the Central Bank of Sri Lanka issued Treasury Bonds to the value of 
Rs. 10,058 million ( Rs. 10.058 B. ) to fulfill the fund requirements of the General Treasury 
for the day. 2 March 2015, pursuant to the advertisements published in the Centra] Bank of 
Sri Lanka website and in the national newspapers of 26 February 2015. The following 
observations were made during the examination of the documentary evidence as well as 
personal representations made relating to the said Treasury Bond issue 

01 The Central Bank of Sri Lanka has the exclusive responsibility of issuing Treasury 
Bonds to fulfil the Government's monthly debt requirement submitted by the General 
Treasury. The Central Bank of Sri Lanka follows two methodologies in the process. 
One method is the primary auction, i.e. to invite the registered Primary Dealers to 
submit the bids for Treasury Bonds by way of advertisements thereof The second 
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method ts the direct/private placement method, i.e. accepting funds from primary 
dealers at the weighted average yield rate. There arc two ways of determining the 
weighted av erage interest rate. One is the rate determined, based on the bid price put 
forward by the primary dealers in the previous auction. Other method ts the interest 
rate computed based on the interest rate that prevailed in the secondary market. The 
direct placement is open on every working day and the willing Primary Dealers can 
obtain bonds at the pre -determined rates tenure. 



02. Treasury bonds are complex market instruments and, therefore, needs further 



elaboration to understand how they work. They 
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obliged to pay interest semi-annually at the 
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yield above the coupon rate indicates tnmthr bond in question is^^ed at a discount, 
equal to the coupon rate at the same valors thq.^acc value and HM the coupon 
rate, at a premium over the face value I hvs. bonds i i 1 at a yield Me lower than 
the coupon rate bring an aMMl profit to the government in the form of a premium 
income; in the opposite. t*>nds is&ucJ at yield rates above the coupon rate involve a 
loss in the form of a c!- . utint "tiered to the buyers of the bonds 
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only for short maturity bonds. 
Bonds maturing longer than 
arc principally demanded by insurance 
companies, provident rtmds and pensiflBu funds to build an appropriate portfolio 
ition Hence, longer maturity bondswe issued with the objective of satisfying 
such institutions and establishing a yield curve (a curve depicting 
i to their maturity) to provide market information to invev 



by the 
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follows. 



up to 27 February 2015 had been to get a minor portion of the 
debt requirement from the primary auction and to get the rest 
method. The composition of the monthly cash requirement as 
these two methods for the period January 2014 to May 2015 is as 
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940,535.14 


U34.038 14 


24 




76 



The Committee further observed on certain occasions treasury bonds had been issued 
solely through direct placement methods without using the auction method at all 
Similarly, there were instances when the needed cosh was raised solely by resorting to the 



auction method. Howevcr,-in the majority of case*, it was a combination of both that had 
been used and in all those instances, the share of the bonds issued by following the direct 
placement method exceeded 80% of the total issue 

05. Monetary Board had commenced issuing Treasury Bonds through the auction and 
through primary deaJers in March 1997 in terms of the Board approval. MB/PD/05/ 18/97. 
It had also commenced to arrange for the subscription by Employees Provident Fund of 
any shortfall in any issue of Treasury Bonds in the same period. 

Further, according to Monetary Board Paper No. MB/PBJt/2672008 in the year 2008, the 
Monetary Board being concerned about the unwarsajdlMd increase in the interest rate on 
Government Securities, had approved the commencement of mobilization of funds 
through direct placement. It had also recommenced issuing Tlrtfjiury Bonds to Employees 
Provident Fund and other captive sourcesdBn interest rate fivt basis points above the 
secondary market rates through private pEanents to improve tftr. market liquidity in 
terms of Board Paper No. MB/PD/25/20/20oi^^ 

The Committee also observed that die Guidelines^ghc Public Debt Department of the 
Central Bank clearly states that 

" the Front Office has to make arrari 
possible through ntKtiuns IV halai 

indicated in the approved borrowing 
placements witn'RDs " 

-After closing each T-W11 and T-bond auction the Front Office prepares following 
documents and provides them to Treasury Bill/Bond Tender Board Committee which 
is appointed to take decision* on the amount to be accepted that gives the lowest and 
optimal cost and risk combination/* 

06. The Government fund requirement as at 02 March 2015 amounted to Rs. 13,550 
million iRs 13 55 B.) according to the Cash flow Statement of March 2015 which 
was annexed to the letter No TO/DG/CFS/03 dated 20 February, 201 5 of the Director 
General of the Department of Treasury Operations addressed to the Superintendent of 
Public Debt Department of the Central Bank. At their meeting dated 27 February. 
2015 the Domestic Debt Management Committee (DDMC) which in the cornmittce 
responsible for managing the domestic public debt with a view to minimizing the cost 
and risk of government public debt comprising 05 members of the Central Bank and 
the Ministry of Finance recommended to raise Rs. 1000 million by primary auction 
and to raise Rs 12,550 million by Direct Placement method together to satisfy the 
said kind requirement of the Government. Subsequently the approval of the Governor 
of the Central Bank of Sri Lanka was obtained for the said recommendation on 2 
March. 2015. 
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By advertisements published on 26 February. 2015 on the Treasury Bonds issue by 
Primary Auction, bids were called from 1 6 registered primary dealers for the bonds to 
the value of Rs 1000 million at 12.5 per cent Coupon Rate which will mature after a 
30 year period Acceptance of the bids were closed at 1 1 10 hours though the normal 
closing lime If 1 100 hours on 27 February, 201 5. From the examination of the record* 
and the representations made it was observed that the bids have been received for Rs. 
20,708 million ( Rs. 20.708 B.) from the Employees* Provident Fund and 16 other 
Primary Dealers (Annexe 1) 

The Treasury Bond Tender Committee meeting No. 2/2015, convened between 12 30 
hours to 13 10 hours on 27 February, 2015 decidc^o increase the amount of the 
Primary Bond auction by ten times to Rs. 10,05^«Ro ( Rs. 10.058 B.) instead of 
the Rs. 1000 million (Rs. 1 B.) recommende^^^^pomestic Debt Management 
Committee. This is a deviation from the decision alreaflfefken by the Domestic Debt 
Management Committee to issue Rs. 12,550 million thrc^the Direct Placement 
method. Accordingly at the auction Rs. 10,058 million was Adby issuing 30 year 
Treasury Bonds on 9.3510 to 1 1.7270 weighted average yield iS^WAYR) from 14 
Primary Dealers who submitted bids at the auction. (Annexe 2) The » decision was 
conveyed to the Public Debt Department verbally by the Senior Management of the 
Central Bank of Sri LarJWkrccommendaH$i} of the Treasury Bond Tender 
Committee and a Minute offtte Superintendent of tha- j'ubhc Debt Department only 
available The Public Debt Department hu.i recommended lo rai^e Rs 2,608 million ( 
Rs. 2.608 B ) as the host alternative lu-. mg an.i'v /e.t different options to the said 30 
year Treasury Bond. But ;it the end of ih* saicf^ducumcnt there is a Minute by the 
Superintendent of Public Debt Department which was addressed to the Head of Front 
Office stating that '-Governor instructed toWsc funds up to Rs. 10 Billion taking into 
atkm additional fund requirement oWie Government" 




1 of the Domestic Debt Management Committee for the Debt Department 
borrowing progragime for March 2015, also containing the details of the auction held 
on 27 February. 20T5 at 1 1 1 0 hours had been obtained at the meeting of the Domestic 
Debt Management Committee held at 15 00 hours the same day. The Governor of the 
Central Bank approved the Debt Borrowing Programme only on 2 March, 2015 by 
placing a minute that the bonds be issued under the established rates to Employees 
Provident Fund, Mfi* Fund Management Company Ltd and the Sri Lanka Insurance 
Corporation By the aforesaid approval it is evident that the Governor of the Central 
Bank of Sn Unka has given approval to go for Direct Placement method in the award 
of Treasury Bonds for March 2015 as well. There was no indication of the 
discontinuance of the Direct Placement method in the aforesaid approval of the 
Governor 



The Committee further observed that the total fund requirement of the Government 
for the month of March was Rs. 261 .683 billion according to the Domestic Borrowing 
Programme which was recommended by the DDMC on 27 February. 2015 
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According to programme the total fund requirement is fulfilled by issuing Rs. 89.683 
billion of Treasury bills and Rs. 172 Billion by issuing Treasury bonds It further 
amplified ihe issue of Rs. I Billion by primary auction and the balance through direct 
placements (Institutional/market sources) 

The Governor of the CBSL has approved this programme by placing a Minute on 2 
March, 201 1 ( the first w orking day of March) is as follows. 

*t Raise Rs. 40 bn through issue of 20, 30, 50 years of T.Bonds. 10 bn each 
2. EPF/NSB/SLIC to be asked to stabilize rates ? 



This approval was conveyed to the Supcrint 
Governor (SM ). However, the Commit 
implemented, as approved. Actual funds 
amounted Rs 185,802 million out of which only Rs. 
direct placements Therefore it is observed that this action 
direction made by the Governor. 




c Debt through Deputy 
that this has not been 
the month of March 
million was through 
deviation from the 



The personal representations made before the Committee proved tfl%he Governor 
had visited the Public Dcb^Btoartrnent of the Central Bank in two instances on 27* 
February 2015 where trie Auction in question had taken place which had never 




happened before. First he 
bidding process was going on 
thereafter 
De Silva 
that time 
and had initially 
billion However, 
Mrs C M D.N K 

with that decision 



Department around 10 45 hours while the 
to the time of closing the Auction 
Governors namely Mr. B.D.W A 
the bid had been closed At 
of all bidders (Auction sheet- Annexe) 
epl all bids amounting to Rs 20.708 
Superintendent of Public Debt and 
it of the Public Debt Department had not 
&vere able to convince the Governor that it was not a 
proper decision considering the TOlumc and the too high rates then the Governor had 
instructed them to raise funds by Rs. 10 billion from the auction and to convey that 
message to the Tender Board. Finally the officials had agreed upon the decision since 
the Governor had also stated that he would not allow Direct/Private Placements 

If this procedure was not followed and the Treasury Bonds were issued according to 
the approval given previously to raise Rs. 1000 million (Rs. I B.) il could have been 
possible to award the bids to the first 07 bidders set out below on 10.4652 maximum 
weighted average yield rate to raise the said amount by categorizing the bids received 
at the auction according to the lowest to the highest weighted average yield rate 
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Bfcj 

S.OU'IJHK) 
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9.3510 


1 
1 
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BOC 
Acuity Securities 
Ltd 


50.000.000 


9.9063 


3 


First Capital 
Treasuries Ltd 


100.000,000 


10.0278 


4 


HOC 


500,000,000 


10.1970 


5 


I r.trust Securities 
PLC 


50,000,000 


10.2339 


6 


NSB Fund MGT 
(_ on 


100,000,000 


10.2959 


7 


EPF 


500j0»,000 


10.4652 











It was observed during the cxatninalk^Plhc Committee that if Treasury Bond 
issue by Primary Auction was restrict Rs. 1000 million ( Rs. 1 B . ) as aforesaid 
the bidder* who were not included in thP^ovc 07^tegories and pteed No 8 to 26 
would not have been able to invest on the^ja^Bonds. Further H was observed 
that Perpetual Treasuries who was placed in flK. 17, 20 and 21 pos.tions and the 
bids placed through the W >< ■ in the place of 26 wdW not have been able to invest on 
the Treasury Bonds as well. Similarly l'cr,vn,, ! ! . nmrs has placed mds for 75 per 
cent (Rs 2 BilHoo directly and Rs. 13 Billion indirectly dwmgh the Bank of Ceylon) 
out of the tt<#bWs received amounting to Rs. 20.708 million ( Rs 20 708 B.) Rs 5 



Billion woltded to the Perpetual Treasuries out of the total bids placed by them 
which is approximately fifty per cent. 

The Committee also flfcrvc.! thai after calling for bids for Rs 1.000 million (Rs 1 
B) on the Piimarv Auction method^ the advertisements published on 25 and 26 
February 201 5 and once the primary dealers forwarded their bids the said amount was 
increased bv Rs 9.058 million A policy decision has been taken to cancel the earlier 
decision to raise Rs. 12,550 million (Rs. 12.5 B.) by direct placement method 
approved bv the Domestic debt management programme relevant to March 2015 and 
to raise the said amount also from the Primary auction method. Although the Treasury 
Bond Tender Committee sent their observations, by the time acceptance of the bids 
were closed at 1 100 hours (approximately 1 1 10 hours) on 27.02.2015 the Monitory 
Board ot the Central bank of Sri Lanka has not approved the said variation of the 
Trea-sury Bond issue. The Monitory Board Paper No. MB/F.R/5/3/201 5 date! 
06.03 201 5 discloses that they were informed by the Governor of the Central Bank of 
Sri Lanka of the temporary suspension of the direct placement method used to issue 
Treasury Bonds. The said decision conveyed to the Monitory Board was ratified by 
them subsequently. The Minute* of the Board on 23 February. 2015 shows that the 
Monetary Board had instructed the Puhlic Debt Department to go for a 30 year Bond 
auction during the week and there was no decision taken to deviate from direct 
placement to primary auction method. 



1 2. If this Treasury Bond was issued the way it was advertised i.e. Rs, 1000 million (Rs. I 
B.) worth Treasury Bonds were issued by Primary Auction in those circumstances die 
bids could have been accepted at 10 4652 weighted average yield rate when the bid 
price was at Rs 104.50730 level. At that stage it would have been quite possible to 
stop issuing Bonds under Primary Auction and issue the rest of the Treasury Bonds 
following the Direct Placement system by informing the Primary Dealers to bid for 
Treasury Bonds at 10.4652 weighted average yield rate. If the latter system was 
followed it could have prevented the increase of weighted average yield rate up to 
1 1 7270 and to decrease the bid price up to 90. 16990. 

13. Therefore, it is observed that from the two methods faUowcd by CBSL in the issue of 
Treasury bonds for a while, the use of the dirw^Rement method was suddenly 
stopped at the time the Tender Committee deci|^W|^taken. This was done after the 
bids were called and accepted for the issue of Trcasur^onds on 27.02.2015. As a 
consequence of this decision, the weighted average yield rflboet of tax was increased 
to 1 1 7270 in the financial market from the manageable level^Cl 0.4652 which was 
the weighted average yield rate net of tax at the point of Rs. I .O^million (Rs. 1 B.) 
and the Government of Sri Lanka would have been able to avoid ar^oortunity cost 
and a commitment to the Government of 526 raiHfon in the form of pa^ng a discount 
to investor* which was not ncccawy. According to die data published by CBSL in its 
Weekly Economic Indicators as af27 ,h lebnuiry 2015. investors had been willing to 
buy a 30 year bond maturing in 3044 in the secomlan market n i premium price of 
Rs 131 02 cocrespooding to the ytHljl rat j2p|flJ 6% (Tabic 3.6). Hence, the view of 
CBSL official* that there was a nf|^P>an)bgrt>lc to raise all the money by 
resorting to direct placement method is not substantiated by market evidence. 
However, there is no evidence that DirccMMaccmcnt method had failed to generate 
the required funds at any time previously. Cettainly, it would not be the case when the 
market had been flooded with an excess liquidity of Rs 287 billion as per the data 
released by CBSL in the same Weekly Economic Indicators (page 6). Further, it was 
revealed that no financial impact assessment had been done by CBSL before it chose 
to discontinue die Direct Placement method and completely go for the Primary 
Auction metbpd wfoeO issuing Treasury bonds thereafter It appears to be a decision 
taken without proper Study or evaluation. 

14 On the other hand It was also observed during the Committee's examination that in 
the Direct Placement system of awarding the Treasury Bonds is done by direct land 
line communication to the Primary Dealers and thus mere is no clear documentation 
in this system as in placing the bids competitively. Any way the rates offered by the 
CBSL are not much competitive Therefore, there is no huge competition among the 
primary dealers for the available bids. Although the Central Bank of Sri Lanka was 
able to minimize the costs during this process of raising funds by way of Direct 
Placement method there are no available records pertaining to any rejection of the 
funds so demanded in the department other than the records available to the issuance 
of Treasury Bonds to fulfil the necessary fund requirement- There was no such 
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evidence of complaints received regarding not receiving the bonds through direct 
placement 

15. The committee observed the particular decision of the tender board of which any 
person could easily read the bid pattern which had leaked to the media and wis 
widely available. This is a confidential document to be kept in the central bonk o! Sri 
Lanka which has signatures of the members of the tender board. This was identified 
as serious internal controls lapse of the Central Bank and recommended to hold an 
immediate internal inquiry by the Central Bank. 

16. After 27 February 201 5 all the Treasury Bonds wsued^p to now has been through the 
Prirnan Auction method and the following factors J(|^^bservcd in this regard. 




(a) Even though Perpetual Treasuries Limited has subl^ed bids for the treasury 
bonds previously the said bids have not been accepted mlbmficant amounts prior 
to 27.02.201 5. But after this dateinajority of the bids pU^tby this institution 

was a success "> 

(b) The bids received in certain issues of the Treasury Bonds were for discounted 
price from the first bid onwards b these circumstances also the Central Bank of 
Sri l-anka has accepted the bids placed by primary dealers tor the enure fund 
requirement. Committee observed dtrri^the examirutfiQn that the Central Bank of 
Sri Lank^P^tetrred an opportunity cost and commitment to the Government 
from t : • ! so awarded 

1 7. The Committee further observed that due to the decision taken by the Governor of 

the Central Bank to deviate ftom the previous practice (accepting a lower amount 
at acceptable interest rate? and offer the balance to primary dealers at the weighted 
average rate of the ttfu^fcich was below the cutoff rate) and solely follow the 
primary au. lion method, has resulted the following consequence*. 

(a) In instances after 27 February 2015 the primary dealers have offered a 
discounted price from the inception of the bidding. The Central Bank has 
accepted those bids until they fulfilled their cash requirement. 

(b) The Central Bank an opportunity cost and a commitment to Government of 
Rs 526 million due to the acceptance of the bids which was submitted by 
the primary dealers below the par value at a higher yield interest rate to 
fulfill their monetary requirement. 

(c) Certain auctions had been entirely rejected by the Central Bank because of 
the high interest rates of the bids received. Thus it demonstrates that the 
primary dealers have submitted bids at a level higher than the central bank 
acceptable rate. 



(d) A clear behavioral change of the primary dealers was observed after 27 
February 2015. The private sector primary dealers effectively contributed 
to the primary auctions after the said decision is one such example. 

(e) This decision had led to the increase of the entire interest rate structure of 
all bonds, which is depicted in the yield curves attached herewith 

(0 The accepted bidder out of the total bids received bought bonds at lower 
prices and sold the same at higher prices in the secondary market thereby 
making immediate profits. This also led to fluctuations in the rate of 
interest in the market and it created an unstable situation This deviates the 
Central Bank objective of economic and price stability and financial 
sy stem stability. 



(g) The aforesaid decision was 
substantiated by the fc 
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rate knowing well that their bid 
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to situation of rat 
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Management C ommi 




nent Company stated t 

Rs. 10 billion by the Central Bank before this 
t this bid had been offered with the intension of 
the> had 
and rates I 

d on market conditions. 



had offered 03 Bids each of Rs.100 million on 
and rates to be offered had been decided by the Fund 



According to their observations market rates for a 30 year Bond at the time of auction 
was around 9 35 %. As a result of higher rate of 11.73 % established through the 
Auction* market rale gone up immediately crating a market threat. Hence they had to 
incur a loss ot Rs 160 million revaluation loss immediately after the Auction. Further 
they mentioned that they had to face difficulties in valuing at rising rates even though 
they have got Mifficient portfolio. (Annexe: NSB Fund Management Monthly Financial 
Statements) 

Hongkong an 1 Shanghai Hanking ( orporation 

Mr Kavinda Mewan Gunawardcna, Senior Trader Rates, of the \ \S\U mentioned that 
he had just placed a bid worth Rs. 100 million in order to meet the minimum 
requirement of 10% with the thought of that the C8SL would not accept as he was no! 
aware mat the Government was in need of huge amount of money. He had send an c- 



mail to one of his friend on that day which shows the market conditions prevailed at the 

date of auction according to his understanding. (Annexe No ) He was able to 

make a profit by selling it out on the same day and otherwise he would not be able to 
make a profit as rates had gone up. 

Contrary to the above statements the Perpetual Treasuries Ltd had made the following 
explanation. 

Sevlan Bank 

Mr. Somadasa Palihawadana, Chief Dealer of the Seylan Bank had mentioned that he 
could hardly remember such instances whether there had been any previous experiences 
where the total amount accepted had increased by sejeral fold in comparison to the 
amount advertised, with regard to long term bonds. According to Mr Palihawadana, 
although the particular bond had been once tradajfK^ market at 9.67%, the Seylan 
Bank had not wanted to purchase it at such a lower 'rate the risk associated with a 
long term bond It was further stated that the Seylan Bank hal^eived bonds in most of 
the occasions they had applied for. 

Commenting on the gain and the risk for the Bank of Ceylon which purchased Rs 3 
billion bonds in mis bond jguancc on behalf Pwpetual Treasuries (Pvt) Ltd , Mr. 
Palihawadan stated that the B&g^ould have make a»higher yield out of this as the rate 
for call money in the market h^> been around 6% at thai time However, according to 
Mr. Palihawadana. there is n pnee risk for ihc bonk in the event the customer docs not 
settle the outst.i .1 lie a!,. 1,1,1 tha: hr. bank might not take such a risk on behalf of 
a customer tn relation to a 30 year bond 

People** Bank 

Mr Qiv« Fonseka. Head of Treasury of the People's Bank informed the Committee they 
odjjrbid for to. I IK) million as per the statutory requirement since they did not want to 
hatHMhts 30 yearbond in their portfolio. When enquired whether the Chief dealer of the 
Bank, has the discr*on to take a decision at the dealing room in case he got a call from 
a long standing a i rliMr to bid for him. Mr. Fonseka stated that it should be approved 
by the Investment Comojjttec which is in the dealing room itself. He also staled that a 
decision in such an instance could be made within the limits approved by the bank 
However, the apprajflarill be given for such a request by the Investment Committee 
only if they arc satisfied with the funding arrangement of the customer. 

Employees Provident Fund (H»K t 

Mr.S Pathurnanapan, Asst Superintendent of EPF, stated that reaching the total issued 
amount to Rs 10 billion was not a surprising matter, when the nature of the industry was 
concerned. According to Mr S. Pathurnanapan, in the first quarter of the year, the 
interest rates are naturally high and so is the requirement of the Government as the 
allocated funds had already been utilized fully. 
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Pcrprtual Trca»unr* I Id. 

CEO of the Perpetual Treasuries Ltd. Mr.Kasun Paliscna stated that they had once had a 
portfolio of Rs 1 1 7 billion in the secondary market and further mentioned that no bid as 
high as in this case under question had ever been made before. He further stated that the 
capital adequacy required to make higher bids had been achieved only in November. 
2014 It was mentioned that he material i/ed the bond by analyzing the requirement of 
the Central Bank in terms of the debt maturities, coupon payments, sovereign. IMF 
Dollar payments etc. using the information available in its web site. Since no auction 
had taken place during the period from November to February, Mr Paliscna stated that 
he guessed that the amount to be issued should be JjffipT Mr. Arjun Joseph Aloysius, 
Director, Free I anka Trading Co. Pvt. Ltd., who flftrmer Director of the Perpetual 
Treasuries Ltd further confirming above facts staRB truMu staff of that company had 
shown high performances and as such wemable to bid in inch a way that they could 
obtain huge amount at the auction He also stated that the Compkv had, strong assets to 
liability ratio, market volatility, etc. Mbfegwer, participation dctjfc of the Perpetual 
Treasuries Ltd In CBSL Treasury Bonds^aa Pruaary Dealer shdfcs extraordinary 
performances after 27* February 2015. The mkiMm amount of thcTUd ofTercd by 
them before that is Rs. 250 rntBhuo. And only Rs^EniUion from the bid offered to the 
value of Rsl50 million had been accepted durnWihc period of 26.02.2014 - 
30. 12.2014 Further from 10* March 2015 onwards theyl^e offered bids ranging from 
Rs. 300 million |p,|U, 3000 million and received bids in the range of Rs 50 million to 
Rs. 30O0 millttffMhnire No: 16 ).|bven though Perpetual Treasuries Limited has 
submitted bids r otthc treasury bonds previously the sa?d bids have not been accepted in 
significant amount* pnor to 27.02 201 5 Hut after this date majority of the bids placed 
by this institution have been Accepted.) 

18. The Central Bank received the General Treasury cash flow requirement on 20 February 
2015. There was a monetary requirement on 02 March 2015 to settle a Government loan 
installment. It was observed that the Central Bank had enough time to obtain the 
necessary fund requirement. 

It was observed that in an emergency the Central Bank of Sri Lanka had the following 
alternative methods to obtain the necessary funds without giving an opportunity to 
fluctuate the market interest rates. 

• Obtain an overdraft facility through a Government bank 

• Issue short term Treasury Bonds 

• Obtain funds through captive sources 



19. The mam objective of the Central Bank of Sri I^nka is to stabilize the money market. 
The decision taken on 27 February, 2015 was dependent upon the supply and demand 
behavior of the market caused by creating an uncertainty offering prospects for 



U 



participants and the causing of upward movement in the interest ratc_structure followed 
rate volatility 



20. Perpetual Treasuries Ltd (PV 88550) is a fully owned subsidiary of Perpetual Capital 
(Pvt) Ltd Geoffrey Joseph Aloysius and Arjun Joseph Aloysius arc the shareholders of 
Perpetual Capital (Pvt) Ltd. They have equal shares of the company. Mr Arjun Joseph 
Aloysius was a Director of Perpetual Treasuries Ltd. and he has resigned from the said 
post on Id* January 2015 The aforesaid Director of Perpetual Capital (Pvt) Ltd 
Mr. Arjun Joseph Aloysius is the son-in-law of the Governor of the Central Bank of Sri 
Lanka. Since the Perpetual Treasuries Ltd, is a fully owned subsidiary of Perpetual 
Capital (Pvt) Ltd. the interest with the Perpetual Treasuries Ltd with Mr. Arjun 
Aloysius cannot be ruled out. Thereby it is evident that the Primary Dealer Perpetual 
\ Limited and the Central Bank had a related i 
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Ms. Shiromi Noel Wickrcmasinj 
Treasuries (Pvt) Ltd on 23 December 2 
Treasuries (Pvt) Ltd till 09 March 2015 
Central Bank. Therefore it was observed 
transactions in between the Central Bank of Sri 
Ltd at that time also. 



appointed as a dbpetor of Perpetual 
is a Dftttfpr of Perpetual 
of the former Governor of the 
could have been related party 
| and Perpetual Treasuries (Pvt) 



• ervcil that the hehauor n! Pcrpem.il 

issue and soon Wforc and afcer 



TheCoi 
this parti 
suspicious hehavi 



I that the 1 
sue and 
O following reason. 



Treasuries Ltd with 
the bond issue and 



a) The Company had the Capifat^Rs. 1 .020.84 Million and according to the Public 
Debt Department Circi<|£ No7wfc4/002/0005 /006 dated 22 June, 2006. it can 
only bid up to 12 5 timcM|f we Capital, and that amounted to Rs. 12.760.60 
approximately as at 27 February. 2015 and it had bid for Rs. 15.000 million or 
14 9 times the limit 



b) This is the first time that a primary dealer had bid through another primary dealer 

c) The Company had asked Bank of Ceylon to bid on behalf of them at the last few 
minutes of the auction time, (That is around 1048 hours). Bank of Cey lon had 
requested an extension of 10 minutes from CBSL indicating mat there are large 
bids on their hands. Central Bank of Sri Lanka as well had granted the extension 
even though the extensions are given only for valid reasons such as technical 
defaults of the system. This last moment transaction limits the decision making 
abilities of Bank of Ceylon. 
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d) The participation of thcPcrpctuaL Treasuries Ltd. for the Treasury bonds and the 
acceptance and the rejection are given in the following Table 

c) The Perpetual Treasuries had entered into SWAP agreement with the Bank of 
Ceylon to settle the bonds obtained through Bank of Ceylon Further that the 
Company have sold a considerable amount of Treasury Bills and Treasury Bonds 
on the subjected auction date of 27 February 2015 to fund the aforesaid 
transaction. This proves that they have entered into this transaction without 
sufficient funds in their hand 



0 Seventy five per cent of the total bids rccci 
Treasuries Limited and fifty per cent of 
Perpetual Treasuries Limited 

Bank of Co Ion 



a) Details of bids submitted by the Bank of Ceylon, Primary I 
Treasury Bond auction held on 27 February 20*3 are depicted I 



come from the Perpetual 
bonds were obtained by 




unit at 30 year 





1 » Mb* 

( uMomcr 


1 

Kate 


Face Value 

0b. Million) 


Offer Amount 
(Ra. Million) 


1. 


Kalutharm Bodhi Trust 




a 


S 


2. 


Ceylinco Insurance Life 




500 


500 


3. 


Perpetual Treasuries Ltd 




3.000 


3.000 




Perpetual Treasuries Ltd 


12.75% 


5.000 






Perpetual Treasuries Ltd 


13.00% 


5.000 


Unsuccessful 




T«tal 


13308 





b) Bank ol Ceylon has been requested to submit a bid for and on behalf of another 
Primary Dealer at a Treasury Bond auction for the first time. i.e. Treasury Bond 
auction held on 27 February 2015 and bidding for and on behalf of Perpetual 
Treasuries Ltd. 

c) Bank of Ceylon Treasury Division docs not obtain Know Your Customer (KYC) 
forms from reputed Banks and Primary Dealers separately 

d) Funding Arrangement 

According to Section No. 6 of Bank of Ceylon Treasury Operations Manual. 
Pnmary Dealer Unit should not process applications without verification of funds. 



They also should adhere to jhe K.Y C. guidelines 
especially in cash transactions. Ihough the Primary Dealer Unit was aware that 
the Perpetual Treasuries Ltd. did not have sufficient funds to settle the Bids in the 
event of success, the Bank of Ceylon as a Primary Dealer, had agreed to act on 
behalf of another Primary Dealer. 



c) The second transaction was a SWAP Transaction where Bank of Ceylon has 
bought Rs 2.3 Billion worth of Bonds from Perpetual Treasuries on 2 March 2015 
and sold the same Bond on 6 March 2015 at the rates of 12.50 percent and 
12.4950 percent respectively Ihc Committee further observed that Perpetual 
Treasuries has first settled Rs. 1 Billion worth of Bonds at 1 526 hours on 2 March 
2015. According to the Central Bank, Perpetual Treasuries has received another 
Rs. 2 Billion worth of Bonds from the auction. Therefore, they have had sufficient 
securities to settle the Rs. 2.3 Billiojfcansaction agreed on the SWAP basis, (to 
sell the Bond to Bank of Ceylon)J^pKafter they have settled the outstanding Rs. 
2 Billion (purchased from Bank oto^on through auction ) to$ank of Ceylon on 

The SWAP agreement is attached herewith (AriMTNo). The Chief Dealer, Bank of 
Ceylon had entered into SWAP transactions Ihc Cdmrnittcc observed that the Chief 
Dealer had violated the regulations of the Board Appr^hd Delegated Authority limits 
applicable to secondary market transactions a* stipulated^ the Board Memorandum 
dated 28 September 2flj2. The Committee farther observed that, according to Deal 
Summaries of ? March. 2015 this SWAP transaction has later been approved by the 
Chief Manager and Assistant General Manager of the Bank of Ceylon Treasury 
Division « Annex) 

Sefceequently. Perpetual Treasuries I td has repurchased the Rs. 2.3 Billion Bonds from 
Barik of Ceylon concluding the SWAP transaction Bank of Ceylon has realized a gain 
of Rs. 3.9 million out of this transaction. 

f) There is no documentary evidence for the time extended up to 1 1.10 Hours for the 
Central Bank of Sri Lanka Bid Auction held on 27 February 2015. It has been 
agreed bv telephone communication, According to the Central Bank bidding 
printout, the auction time has been extended until 1110 Hours ( Annex ) 

gl V stated bj IN RftWfe) Dealer i Perpetual lrexsunes I td i had hM Qfl brh.il 1 u! 
Insurance Company. However, they could not provide documentary evidence in 
support to prove this statement. It was also evident that these Bonds purchased by 
the Perpetual Treasuries Ltd. have never been sold to Insurance Company in the 
secondary market. 

h) At present Bank of Ceylon has no written procedure for primary bidding on account of 
other Banks, major reputed Corporations and Primary Dealers When submitting bids to 
auction on behalf of these parties. Bank of Ceylon consider their names (whether they 
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are reputed parties) and thej>raciice adopted in the past. All the payments in respect of 
the deals agreed with such parties are generated from a Commercial Bank and routed 
through Central Bank (Scrip less Securities Settlement System). 




